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Example 2. The facts are the same as in ex-
ample 1 except that, on rare occasions, an
employee of P receives an order which he,
after consultation with officials of S and be-
cause P cannot fill the order, accepts on be-
half of S rather than on behalf of P. P does
not hold itself out as a person which those
wishing to do business with S should con-
tact. Assuming that orders for S are seldom
handled in this manner and that they do not
constitute a significant part of that corpora-
tion’s business, S shall not be considered to
have an office or other fixed place of busi-
ness in the United States because of these
activities of an employee of P.

Example 3. The facts are the same as in ex-
ample 1 except that all orders received by S
are subject to review by an officer of P be-
fore acceptance. S has a business office in
the United States.

Example 4. S, a foreign corporation orga-
nized under the laws of Puerto Rico, is en-
gaged in the business of manufacturing
dresses in Puerto Rico and is entitled to an
income tax exemption under the Puerto Rico
Industrial Incentive Act of 1963. S is a wholly
owned subsidiary of P, a domestic corpora-
tion engaged in the business of buying and
selling dresses to customers in the United
States. S sells most of the dresses it pro-
duces to P, the assumption being made that
the income from these sales is derived from
sources without the United States. P in turn
sells these dresses in the United States in its
name and through the efforts of its own em-
ployees and of distributors appointed by it. S
does not have a fixed facility in the United
States, and none of its employees are sta-
tioned in the United States. On occasion,
employees of S visit the office of P in the
United States, and executives of P visit the
office of S in Puerto Rico, to discuss with
one another matters of mutual business in-
terest involving both corporations, including
the strategy for marketing the dresses pro-
duced by S. These matters are also regularly
discussed by such persons by telephone calls
between the United States and Puerto Rico.
S’s employees do not otherwise participate
in P’s marketing activities. Officers of P are
generally responsible for the policies fol-
lowed by S and are directors of S, but S has
a chief executive officer in Puerto Rico who,
from its office therein, handles the day-to-
day conduct of S’s business. Based upon the
facts presented, and assuming there are no
other facts which would lead to a different
determination, S shall not be considered to
have an office or other fixed place of busi-
ness in the United States for purposes of this
section.

Example 5. The facts are the same as in ex-
ample 4 except that the dresses are manufac-
tured by S in styles and designs furnished by
P and out of goods and raw materials pur-
chased by P and sold to S. Based upon the
facts presented, and assuming there are no

other facts which would lead to a different
determination, S shall not be considered to
have an office or other fixed place of busi-
ness in the United States for purposes of this
section.

Example 6. The facts are the same as in ex-
ample 5 except that, pursuant to the instruc-
tions of P, the dresses sold by P are shipped
by S directly to P’s customers in the United
States. Based upon the facts presented, and
assuming there are no other facts which
would lead to a different determination, S
shall not be considered to have an office or
other fixed place of business in the United
States for purposes of this section.

[T.D. 7216, 37 FR 23433, Nov. 3, 1972]

§ 1.864–8T Treatment of related person
factoring income (temporary).

(a) Applicability—(1) General rule. This
section applies for purposes of deter-
mining the treatment of income de-
rived by a person from a trade or serv-
ice receivable acquired from a related
person. Except as provided in para-
graph (d) of this section, if a person ac-
quires (directly or indirectly) a trade
or service receivable from a related
person, any income (including any
stated interest, discount or service fee)
derived from the trade or service re-
ceivable shall be treated as if it were
interest received on a loan to the obli-
gor under the receivable. The charac-
terization of income as interest pursu-
ant to this section shall apply only for
purposes of sections 551–558 (relating to
foreign personal holding companies),
sections 951–964 (relating to controlled
foreign corporations), and section 904
(relating to the limitation on the for-
eign tax credit) of the Code and the
regulations thereunder. The principles
of sections 861 through 863 and the reg-
ulations thereunder shall be applied to
determine the source of such interest
income for purposes of section 904.

(2) Override. With respect to income
characterized as interest under this
section, the special rules of section
864(d) and this section override any
conflicting provisions of the Code and
regulations relating to foreign personal
holding companies, controlled foreign
corporations, and the foreign tax credit
limitation. Thus, for example, pursu-
ant to section 864(d)(5) and paragraph
(e) of this section, stated interest de-
rived from a factored trade or service
receivable is not eligible for the sub-
part F de minimis rule of section
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954(b)(3), the same country exception of
section 954(c)(3)(A)(i), or the special
rules for export financing interest of
sections 904(d)(2) and 954(c)(2)(B), even
if in the absence of this section the
treatment of such stated interest
would be governed by those sections.

(3) Limitation. Section 864(d) and this
section apply only with respect to the
tax treatment of income derived from a
trade or service receivable acquired
from a related person. Therefore, nei-
ther section 864(d) nor this section af-
fects the characterization of an ex-
pense or loss of either the seller of a re-
ceivable or the obligor under a receiv-
able. Accordingly, the obligor under a
trade or service receivable shall not be
allowed to treat any part of the pur-
chase price of property or services as
interest (other than amounts treated
as interest under provisions other than
section 864(d)).

(b) Definitions. The following defini-
tions apply for purposes of this section
and § 1.956–3T.

(1) Trade or service receivable. The
term ‘‘trade or service receivable’’
means any account receivable or evi-
dence of indebtedness, whether or not
issued at a discount and whether or not
bearing stated interest, arising out of
the disposition by a related person of
property described in section 1221(l)
(hereinafter referred to as ‘‘inventory
property’’) or the performance of serv-
ices by a related person.

(2) Related person. A ‘‘related person’’
is:

(i) A person who is a related person
within the meaning of section 267(b)
and the regulations thereunder;

(ii) A United States shareholder (as
defined in section 951(b)); or

(iii) A person who is related (within
the meaning of section 267(b) and the
regulations thereunder) to a United
States shareholder.

(c) Acquisition of a trade or service re-
ceivable—(1) General rule. A trade or
service receivable is considered to be
acquired by a person at the time when
that person is entitled to receive all or
a portion of the income from the trade
or service receivable. A person who ac-
quires a trade or service receivable
(hereinafter referred to as the ‘‘fac-
tor’’) is considered to have acquired a

trade or service receivable regardless
of whether:

(i) The acquisition is characterized
for federal income tax purposes as a
sale, a pledge of collateral for a loan,
an assignment, a capital contribution,
or otherwise;

(ii) The factor takes title to or ob-
tains physical possession of the trade
or service receivable;

(iii) The related person assigns the
trade or service receivable with or
without recourse:

(iv) The factor or some other person
is obligated to collect the payments
due under the trade or service receiv-
able;

(v) The factor is liable for all prop-
erty, excise, sales, or similar taxes due
upon collection of the receivable;

(vi) The factor advances the entire
face amount of the trade or service re-
ceivable transferred;

(vii) All trade or service receivables
assigned by the related person are as-
signed to one factor; and

(viii) The obligor under the trade or
service receivable is notified of the as-
signment.

(2) Example. The following example il-
lustrates the application of paragraphs
(a), (b), and (c)(1) of this section.

Example. P, a domestic corporation, owns
all of the outstanding stock of FS, a con-
trolled foreign corporation. P manufactures
and sells paper products to customers, in-
cluding X, an unrelated domestic corpora-
tion. As part of a sales transaction, P takes
back a trade receivable from X and sells the
receivable to FS. Because FS has acquired a
trade or service receivable from a related
person, the income derived by FS from P’s
receivable is interest income described in
paragraph (a)(1) of this section.

(3) Indirect acquisitions—(i) Acquisition
through unrelated person. A trade or
service receivable will be considered to
be acquired from a related person if it
is acquired from an unrelated person
who acquired (directly or indirectly)
such receivable from a person who is a
related person to the factor. The fol-
lowing example illustrates the applica-
tion of this paragraph (c)(3)(i).

Example. A, a United States citizen, owns
all of the outstanding stock of FPHC, a for-
eign personal holding company. A performs
engineering services within and without the
United States for customers, including X, an
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unrelated corporation. A performs engineer-
ing services for X and takes back a service
receivable. A sells the receivable to Y, an un-
related corporation engaged in the factoring
business. Y resells the receivable to FPHC.
Because FPHC has indirectly acquired a
service receivable from a related person, the
income derived by FPHC from A’s receivable
is interest income described in paragraph
(a)(1) of this section.

(ii) Acquisition by nominee or pass-
through entity. A factor will be consid-
ered to have acquired a trade or service
receivable held on its behalf by a nomi-
nee or by a partnership, simple trust, S
corporation or other pass-through enti-
ty to the extent the factor owns (di-
rectly or indirectly) a beneficial inter-
est in such partnership or other pass-
through entity. The rule of this para-
graph (c)(3)(ii) does not limit the appli-
cation of paragraph (c)(3)(iii) of this
section regarding the characterization
of trade or service receivables of unre-
lated persons acquired pursuant to cer-
tain swap or pooling arrangements.
The following example illustrates the
application of this paragraph (c)(3)(ii).

Example. FS1, a controlled foreign corpora-
tion, acquires a 20 percent limited partner-
ship interest in PS, a partnership. PS pur-
chases trade or service receivables resulting
from the sale of inventory property by FS1’s
domestic parent, P. PS does not purchase re-
ceivables of any person who is related to any
other partner in PS. FS1 is considered to
have acquired a 20 percent interest in the re-
ceivables acquired by PS. Thus, FS1’s dis-
tributive share of the income derived by PS
from the receivables of P is considered to be
interest income described in paragraph (a)(1)
of this section.

(iii) Swap or pooling arrangements. A
trade or service receivable of a person
unrelated to the factor will be consid-
ered to be a trade or service receivable
acquired from a related person and sub-
ject to the rules of this section if it is
acquired in accordance with an ar-
rangement that involves two or more
groups of related persons that are unre-
lated to each other and the effect of
the arrangement is that one or more
related persons in each group acquire
(directly or indirectly) trade or service
receivables of one or more unrelated
persons who are also parties to the ar-
rangement, in exchange for reciprocal
purchases of the first group’s receiv-
ables. The following example illus-

trates the application of this paragraph
(c)(3)(iii).

Example. Controlled foreign corporations
A, B, C, and D are wholly-owned subsidiaries
of domestic corporations M, N, O, and P, re-
spectively. M, N, O, and P are not related
persons. According to a prearranged plan, A,
B, C, and D each acquire trade or service re-
ceivables of M, N, O, and/or P, except that
neither A, B, C nor D acquires receivables of
its own parent corporation. Because the ef-
fect of this arrangement is that the unre-
lated groups acquire each other’s trade or
service receivables pursuant to the arrange-
ment, income derived by A, B, C, and D from
the receivables acquired from M, N, O, and P
is interest income described in paragraph
(a)(1) of this section.

(iv) Financing arrangements. If a con-
trolled foreign corporation (as defined
in section 957(a)) participates (directly
or indirectly) in a lending transaction
that results in a loan to the purchaser
of inventory property, services, or
trade or service receivables of a related
person (or a loan to a person who is re-
lated to the purchaser), and if the loan
would not have been made or main-
tained on the same terms but for the
corresponding purchase, then the con-
trolled foreign corporation shall be
considered to have indirectly acquired
a trade or service receivable, and in-
come derived by the controlled foreign
corporation from such a loan shall be
considered to be income described in
paragraph (a)(1) of this section. For
purposes of this paragraph (c)(3)(iv), it
is immaterial that the sums lent are
not, in fact, the sums used to finance
the purchase of a related person’s in-
ventory property, services, or trade or
service receivables. The amount of in-
come derived by the controlled foreign
corporation to be taken into account
shall be the total amount of income de-
rived from a lending transaction de-
scribed in this paragraph (c)(3)(iv), if
the amount lent is less than or equal to
the purchase price of the inventory
property, services, or trade or service
receivables. If the amount lent is
greater than the purchase price of the
inventory property, services or receiv-
ables, the amount to be taken into ac-
count shall be the proportion of the in-
terest charge (including original issue
discount) that the purchase price bears
to the total amount lent pursuant to
the lending transaction. The following
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examples illustrate the application of
this paragraph (c)(3)(iv).

Example 1. P, a domestic corporation, owns
all of the outstanding stock of FS1, a con-
trolled foreign corporation engaged in the fi-
nancing business in Country X. P manufac-
tures and sells toys, including sales to C, an
unrelated corporation. Prior to P’s sale of
toys to C for $2,000, D, a wholly-owned Coun-
try X subsidiary of C, borrows $3,000 from
FS1. The loan from FS1 to D would not have
been made or maintained on the same terms
but for C’s purchase of toys from P. Two-
thirds of the income derived by FS1 from the
loan to D is interest income described in
paragraph (a)(1) of this section.

Example 2. P, a domestic corporation, owns
all of the outstanding stock of FS1, a con-
trolled foreign corporation organized under
the laws of Country X. FS1 has accumulated
cash reserves. P has uncollected trade and
service receivables of foreign obligors. FS1
makes a $1,000 loan to U, a foreign corpora-
tion that is unrelated to P or FS1. U pur-
chases P’s trade and service receivables for
$2,000. The loan would not have been made or
maintained on the same terms but for U’s
purchase of P’s receivables. The income de-
rived by U from the receivables is not inter-
est income within the meaning of paragraph
(a) of this section. However, the interest paid
by U to FS1 is interest income described in
paragraph (a)(1) of this section.

Example 3. The facts are the same as in Ex-
ample (2), except that U is a wholly-owned
Country Y subsidiary of FS1. Because U is
related to P within the meaning of para-
graph (b)(2) of this section, under paragraph
(c)(1) of this section, income derived by U
from P’s receivables is interest income de-
scribed in paragraph (a)(1) of this section. In
addition, the income derived by FS1 from the
loan to U is interest income described in
paragraph (a)(1) of this section.

(d) Same country exception—(1) Income
from trade or service receivables. Income
derived from a trade or service receiv-
able acquired from a related person
shall not be treated as interest income
described in paragraph (a)(1) of this
section if:

(i) The person acquiring the trade or
service receivable and the related per-
son are created or organized under the
laws of the same foreign country;

(ii) The related person has a substan-
tial part of its assets used in its trade
or business located in such foreign
country; and

(iii) The related person would not
have derived foreign base company in-
come, as defined in section 954(a) and
the regulations thereunder, or income

effectively connected with a United
States trade or business from such re-
ceivable if the related person had col-
lected the receivable.
For purposes of paragraph (d)(1)(ii) of
this section, the standards contained in
§ 1.954–2(e) shall apply in determining
the location of a substantial part of the
assets of a related person. For purposes
of paragraph (d)(1)(iii) of this section, a
determination of whether the related
person would have derived foreign base
company income shall be made without
regard to the de minimis test described
in section 954(b)(3)(A). The following
examples illustrate the application of
this paragraph (d)(1).

Example 1. FS1, a controlled foreign cor-
poration incorporated under the laws of
Country X, owns all of the outstanding stock
of FS2, which is also incorporated under the
laws of Country X. FS1 has a substantial
part of its assets used in its business in
Country X. FS1 manufactures and sells toys
for use in Country Y. The toys sold are con-
sidered to be manufactured in Country X
under § 1.954–3(a)(2). FS1 is not considered to
have a branch or similar establishment in
Country Y that is treated as a separate cor-
poration under section 954(d)(2) and § 1.954–
3(b). Thus, gross income derived by FS1 from
the toy sales is not foreign base company
sales income. FS1 takes back receivables
without stated interest from its customers.
FS1 assigns those receivables to FS2. The in-
come derived by FS2 from the receivables of
FS1 is not interest income described in para-
graph (a)(1) of this section, because it satis-
fies the same country exception under para-
graph (d)(1) of this section.

Example 2. The facts are the same as in Ex-
ample 1, except that the toys sold by FS1 are
purchased from FS1’s U.S. parent and are
sold for use outside of Country X. Thus, any
income derived by FS1 from the sale of the
toys would be foreign base company sales in-
come. Therefore, income derived by FS2
from the receivables of FS1 is interest in-
come described in paragraph (a)(1) of this
section. FS2 is considered to derive interest
income from the receivable even if, solely by
reason of the de minimis rule of section
954(b)(3)(A), FS1 would not have derived for-
eign base company income if FS1 had col-
lected the receivable.

(2) Income from financing arrange-
ments. Income derived by a controlled
foreign corporation from a loan to a
person that purchases inventory prop-
erty or services of a person that is re-
lated to the controlled foreign corpora-
tion, or from other loans described in
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paragraph (c)(3)(iv) of this section,
shall not be treated as interest income
described in paragraph (a)(1) of this
section if:

(i) The person providing the financ-
ing and the related person are created
or organized under the laws of the
same foreign country;

(ii) The related person has a substan-
tial part of its assets used in its trade
or business located in such foreign
country; and

(iii) The related person would not
have derived foreign base company in-
come or income effectively connected
with a United States trade or business:

(A) From the sale of inventory prop-
erty or services to the borrower or
from financing the borrower’s purchase
of inventory property or services, in
the case of a loan to the purchaser of
inventory property or services of a re-
lated person; or

(B) From collecting amounts due
under the receivable or from financing
the purchase of the receivable, in the
case of a loan to the purchaser of a
trade or service receivable of a related
person.
For purposes of paragraph (d)(2)(ii) of
this section, the standards contained in
§ 1.954–2(e) shall apply in determining
the location of a substantial part of the
assets of a related person. For purposes
of paragraph (d)(2)(iii) of this section, a
determination of whether the related
person would have derived foreign base
company income shall be made without
regard to the de minimis test described
in section 954(b)(3)(A). The following
examples illustrate the application of
this paragraph (d)(2).

Example 1. FS1, a controlled foreign cor-
poration incorporated under the laws of
Country X, owns all of the outstanding stock
of FS2, which is also incorporated under the
laws of Country X. FS1, which has a substan-
tial part of its assets used in its business lo-
cated in Country X, manufactures and sells
toys for use in Country Y. The toys sold are
considered to be manufactured in Country X
under § 1.954–3(a)(2). FS1 is not considered to
have a branch or similar establishment in
Country Y that is treated as a separate cor-
poration under section 954(d)(2) and § 1.954–
3(b). Thus, the gross income derived by FS1
from the toy sales is not foreign base com-
pany sales income. FS2 makes a loan to FS3,
a wholly-owned subsidiary of FS1 which is
also incorporated under the laws of Country
X, in connection with FS3’s purchase of toys

from FS1. FS3 does not earn any subpart F
gross income. Thus, FS1 would not have de-
rived foreign personal holding company in-
terest income if FS1 had made the loan to
FS3, because the interest would be covered
by the same country exception of section
954(c)(3). Therefore, the income derived by
FS2 from its loan to FS3 is not treated as in-
terest income described in paragraph (a)(1) of
this section, because it satisfies the same
country exception under paragraph (d)(2) of
this section. Such income is also not treated
as foreign personal holding company income
described in section 954(c)(1)(A) because the
same country exception of section 954(c)(3)
also applies to the interest actually derived
by FS2 from its loan to FS3.

Example 2. FS1, a controlled foreign cor-
poration incorporated under the laws of
Country X, owns all of the outstanding stock
of FS2, which is also incorporated under the
laws of Country X. FS1 purchases toys from
its U.S. parent and resells them for use out-
side of Country X. As part of a sales trans-
action, FS1 takes back trade receivables.
FS2 makes a loan to U, an unrelated cor-
poration, to finance U’s purchase of FS1’s
trade receivables. Because FS1 would have
derived foreign base company income if FS1
had collected the receivables or made the
loan itself, the same country exception of
paragraph (d)(2) of this section does not
apply. Accordingly, under paragraph
(c)(3)(iv) of this section, the income derived
by FS2 from its loan to U is treated as inter-
est income described in paragraph (a)(1) of
this section.

(e) Special rules—(1) Foreign personal
holding companies and controlled foreign
corporations. For purposes of sections
551–558 (relating to foreign personal
holding companies), the exclusion pro-
vided by section 552(c) for interest de-
scribed in section 954(c)(3)(A) shall not
apply to income described in paragraph
(a)(1) of this section. For purposes of
the sections 951–964 (relating to con-
trolled foreign corporations), income
described in paragraph (a)(1) of this
section shall be included in a United
States shareholder’s pro rata share of a
controlled foreign corporation’s sub-
part F income without regard to the de
minimis rule under section 954(b)(3)(A).
However, income described in para-
graph (a)(1) of this section shall be in-
cluded in the computation of a con-
trolled foreign corporation’s foreign
base company income for purposes of
applying the de minimis rule under
section 954(b)(3)(A) and the more than
70 percent of gross income test under
section 954(b)(3)(B). In addition, income

VerDate 11<MAY>2000 10:29 May 01, 2001 Jkt 194088 PO 00000 Frm 00315 Fmt 8010 Sfmt 8010 Y:\SGML\194088T.XXX pfrm08 PsN: 194088T



316

26 CFR Ch. I (4–1–01 Edition)§ 1.865–1T

described in paragraph (a)(1) of this
section shall be considered to be sub-
part F income without regard to the
exclusions from foreign base company
income provided by section 954(c)(2)(B)
(relating to export financing interest
derived in the conduct of a banking
business) and section 954(c)(3)(A)(i) (re-
lating to certain interest income re-
ceived from related persons).

(2) Foreign tax credit. Income de-
scribed in paragraph (a)(1) of this sec-
tion shall be considered to be interest
income for purposes of the section 904
foreign tax credit limitation and is not
eligible for the exceptions for export fi-
nancing interest provided in section
904(d)(2) (A)(iii)(II), (B)(ii), and (C)(iii).
In addition, such income will be sub-
ject to the look-through rule for sub-
part F income set forth in section
904(d)(3) without regard to the de mini-
mis exception provided in section
904(d)(3)(E).

(3) Possessions corporations—(i) Limita-
tion on credit. Income described in para-
graph (a)(1) of this section shall not be
treated as income described in section
936(a)(1) (A) or (B) unless the income is
considered under the principles of
§ 1.863–6 to be derived from sources
within the possessions. Thus, the credit
provided by section 936 is not available
for income described in paragraph
(a)(1) of this section unless the obligor
under the receivable is a resident of a
possession. In the case of a loan de-
scribed in section 864(d)(6), the credit
provided by section 936 is not available
for income described in paragraph
(a)(1) of this section unless the pur-
chaser of the inventory property or
services is a resident of a possession.

(ii) Eligibility determination. Notwith-
standing the limitation on the avail-
ability of the section 936 credit for in-
come described in paragraph (a)(1) of
this section, if income treated as inter-
est income under paragraph (a)(1) of
this section is derived from sources
within a possession (determined with-
out regard to this section), such in-
come shall be eligible for inclusion in a
corporation’s gross income for purposes
of section 936(a)(2)(A). If such income is
derived from the active conduct of a
trade or business within a possession
(determined without regard to this sec-
tion), such income shall be eligible for

inclusion in a corporation’s gross in-
come for purposes of section
936(a)(2)(B). (These rules apply for pur-
poses of determining whether a cor-
poration is eligible to elect the credit
provided under section 936(a).)

(iii) Example. The following example
illustrates the application of paragraph
(e)(3) of this section.

Example. Corporation X is operating in a
possession as a possessions corporation. In
1985, X earned $50,000 from the active con-
duct of a business in the possession, includ-
ing $5,000 from trade or service receivables
acquired from a related party. Obligors
under the receivables acquired by X are not
residents of the possession. Corporation X
also earned $20,000 from activities other than
its active conduct of business in the posses-
sion. The $5,000 derived by X from the receiv-
ables is not eligible for the section 936 credit.
However, the $5,000 may be used by X to
meet the percentage tests under section
936(a)(2) to the extent that such income is
considered to be derived from sources within
the possession (for purposes of section
936(a)(2)(A)) or is considered to be derived
from the active conduct of a trade or busi-
ness in the possession (for purposes of sec-
tion 936(a)(2)(B)), in either case determined
without regard to the characterization of
such income under this section.

(f) Effective date. The provisions of
this section shall apply with respect to
accounts receivable and evidences of
indebtedness transferred after March 1,
1984 and are effective June 14, 1988.

[T.D. 8209, 53 FR 22166, June 14, 1988]

§ 1.865–1T Loss with respect to per-
sonal property other than stock
(temporary).

(a) General rules for allocation of loss—
(1) Allocation against gain. Except as
otherwise provided in §§ 1.865–2 and
1.865–2T and paragraph (c) of this sec-
tion, loss recognized with respect to
personal property shall be allocated to
the class of gross income and, if nec-
essary, apportioned between the statu-
tory grouping of gross income (or
among the statutory groupings) and
the residual grouping of gross income,
with respect to which gain from a sale
of such property would give rise in the
hands of the seller. Thus, for example,
loss recognized by a United States resi-
dent on the sale of a bond generally is
allocated to reduce United States
source income.
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